wh«re L is the demand for money, P the domestic price level, Y domestic real income and output, P* the foreign price level, e the exchange rate, B the balance of payments, a an adjustment coefficient, and C consumption. This is, needless to say, an extremely simnle model; the major shortcoming from the viewpoint of this paper is that capital flows are ignored. We assume that domestic output is simply mannaj later we discuss adding a Phillips curve.
For analytical convenience in examining stability, we assume that average rates of inflation at home and abroad have been agreed on and are identically 2!;ero.
Thus, we abstract from one of the major causes leading to the adoption of flexible rates. However, there would be little difficulty in extending the analysis of the flexible exchange rate system to situations in which rates of inflation between the two countries differ.
The object of enquiry is the steady-state behavior, in particular the variances, of prices and consumption when the economy is subjected to repeated shocks. We consider in turn disturbances in the demand for money, the foreign price level, and real income and the resultant steady state variances of prices and particularly consumption.-^We shall assume purely passive monetary policy initially.
-^B aumol (1961) has emphasized the distinction between the transient response of a system to a single disturbance and its behavior under repeated shocks. a k a §-= (l-oik)a^+^ (18) l-(l-a)
Now we obvious Iv want to compare the variance of consumption under the two exchange rate regimes from (13) and (18) . Consider the inequality: 
In words, the monetary authority orovides that amount of monev which would put consumntion at its mean level if there were no distrubance in the current period -i.e. it compensates for oast disturbances.
(i)
Money Demand Disturbances
Using equations (4) , (6) , (20) and (21) , we obtain
-oi(kPY + e -kPY) at i/ This is for the cases of disturbances in money demand and income; the rule for foreign price disturbances is different. which is less than the corresponding variance given in (11) with passive monetary policy.
(ii)
Real Disturbance
We remarked » following equation (17) , that there were two sources of variation in consumption with real disturbances under fixed rates: the variation arising from the current disturbance and that arising from lagged adjustment of the money stock. The latter source of variation is removed by the use of an active monetary policy.
Combining (4) , (12) , (20) and (21) , we obtain (1973) in which entrepreneurs mistake absolute price changes for relative price changes, or alternatively, because nominal wages adjust at a different rate than prices; second, it is sometimes argued that price variability reduces the quality of money. The second argument has attractive poetic qualities though the first is more plausible.
Consider now adding to the basic model represented by equations (l)- (5) 5/ For references to this literature, and for the resolution of the debate, see Hanoch (1974 (1), (3), (4) and (5) 
where M is the world money supply. We shall, for convenience, assume that the countries are identical -in size and behavioral parameters -except for stochastic components of the functions, and under fixed exchange rates we set the exchange rate at unity. The remainder of the analysis nroceeds as in Section I. 
Thus with perfect positive correlation of the disturbances the money supply in each country remains fixed, consumption is equal to outnut in each country, and behavior is the seune as it is under flexible rates.
-'( c)
In other cases -i.e. when the correlation coefficient is less than unity in absolute value~the variance of prices is greater than it is for the single country under fixed rates and the variance of consumption is less than it is for the single country under fixed rates.
II. B Real Disturbances .
This case will be analyzed in more detail than was done for money demand disturbances. Accordingly, it is necessary to make strong assumntions about -^I t will be recalled that i7ith oerfect nositive correlation of the disturbances under flexible rates , the exchange rate remained constant. (1974, p, 112) for details on the gamma distribution. The chi-squ2u:e distribution belongs to the gamma family. 
Comparing (38) with (41), assuming 2M = M, the price level for the individual country will be more stable under fixed thein floating rates on the assumption n > 2 which is required for the Veuriance to exist for the single country.
To calculate the variance of consumption, it is first necessary to obtain the variance of the money stock, using (4) , (29) and (40) . Y yielding-'
-2 E(M^) -I and a^-4(2-«)(2n^l)^^^T hen, from (3), (4) and (5) This variance is smaller than the variance of consumption under floating rates but larger than the corresponding variance when incomes in the two countries are perfectly negatively correlated.
Thus, as one would expect, with real disturbances, consumption is more stable under fixed than floating rates, and is more stable under fixed rates, the smaller (algebraically) the correlation between the disturbances in the two countries, -^T he reason for using the gamma distribution should now be clear. The sum of independent gamma-distributed variables with the same X is gamma-distributed; the ratio of gamma distributed variables with the same X has the beta distribution. Thus (Y +Y*) is gamma distributed with parameters 2n and X; the ratio in (42) is beta distributed with parameters n and n. See Mood, Graphill and Boes (1974, p. 115) for the beta distribution.
- ' The derivation of (45) is fairly lengthy and will be supplied on request. Accordingly, as Jacob Frenkel has pointed out to me, the potential for conflict with regard to policy depends crucially on the correlations of disturbances. In addition, the variance of the price level is finite.-' If the domestic country alone followed the rule, the variance of its consumntion would exceed that in (49) .
-^T he rule (21) is not the only rule which yields the variance (49) -hence the reference to it as "an" ontimal rule. However, it is probablv the only one of those rules which also keeps the nrice level stable.
III. CX3NCLUSI0NS
The 
